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WEDNESDAY, JULY 18, 1951 


House or REPRESENTATIVES, 
SUBCOMMITTEE No. 4 OF THE 
COMMITTEE ON THE JUDICIARY, 
Wash ington, D. hy 
The subcommittee met, pursuant to notice, at 10 a. m., the Hon- 
orable Thomas J. Lane (subcommittee chairman) presiding, for 
consideration of H. R. 3751 and H. R. 4693, which are as follows: 


[H. R. 3751, 82d Cong., Ist sess.] 
A BILL To amend section 77, subsection (c) (3), of the Bankrupt« vy Act, as amended 


Be it enact d by the Senate and House of Re prese nlatives of the lnited Niates of 
America in Congress assembled, That, section 77, subsection (c) (3), of the Bank- 
ruptey Act, as amended, be, and it is hereby, amended to read as follows: 

**(3) The judge may, upon not less than fifteen days’ notice published in such 
manner and in such newspapers as the judge may in his discretion determine, which 
notice so determined shall be sufficient, for cause shown, and with the approval 
of the Commission, in accordance with section 20 (a) of the Interstate Commerce 
Act, as now or hereafter amended, authorize the trustee or trustees to issue certif- 
icates for cash, property, or other consideration approved by the judge, for such 
lawful purposes and upon such terms and conditions and with such security and 
such priority in payments over existing obligations, secured or unsecured, or 
receivership charges as might in an equity receivership be lawful. Where such 
certificates are authorized to provide funds to pay for the acquisition, assembly or 
installation of safety equipment or materials related thereto, or for the purpose 
of reimbursing the trustee or trustees for funds so expended, the judge may direct 
(without limitation of his power to make such direction in the absence of this 
provision) that the certificates shall have such lien on the property of the debtor 
and shall be entitled to such priority in payments over existing obligations, secured 
or unsecured, and receivership charges and all or any portion of the costs or 
expenses of administration or operation, including duties, debts or taxes in favor 
of or payable to any State or any subdivision, agency or instrumentality thereof, 
as in the particular case the judge may find equitable at the time of authorizing 
the issuance of such certificates, regardless of whether such obligations, chars 
costs or expenses, duties, debts, or taxes constitute or are secured by liens on real 
or personal property or shall have become payable before or during proceedings 
under this section or before or after the issuance of such certificates.” 

Sec. 2, This Act shall take effect immediately upon the date of its approval 
and shall apply to any authorization given by the judge, regardless of whether 
such authorization shall have been given before or shall be given after such date. 
Neither the enactment of this Act nor anything herein contained shall be construed 
as implying that, prior to the date of approval of this Act, the judge was not 
vested with the power which is expressly granted to him by this Act. 


[H. R. 4693, 82d, Ist sess.) 
A BILL To amend section 77, subsection (c) (3), of the Bankruptey Act, as amended 
Re it enacted hy the Senate and House of Pepresentatives of the United States of 
America in Congress assembled, That, section 77, subsection (c) (3), of the Bank- 
ruptey Act, as amended, be, and it is hereby, amended to read as follows: 
(3) The judge may, upon not less than fifteen days’ notice published in such 
manner and in such newspapers as the judge may in his discretion determine, 
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which notice so determined shall be sufficient, for cause shown, and with the 
approval of the Commission, in accordance with section 20a of the Interstate 
Commerce Act, as now or hereafter amended, authorize the trustee or trustees 
to issue certificates for cash, property, or other consideration approved by the 
judge, for such lawful purposes and upon such terms and conditions and with 
such security and such priority in payments over existing obligations, secured or 
unsecured, or receivership charges, as might in an equity receivership be lawful. 
Where such certificates are authorized to provide funds to pay for the acquisition, 
assembly, or installation of safety equipment or materials related thereto, or for 
the purpose of reimbursing the trustee or trustees for funds so expended, the 
judge may direct (without limitation of his power to make such direction in the 
absence of this provision) that the certificates shall have such lien on the property 
of the debtor and shall be entitled to such priority in payments over existing 
obligations, secured or unsecured, and receivership charges and present or future 
duties, debts or taxes or other obligations in favor of or payable to any State or 
any subdivision, agency, or instrumentality thereof and interest or penalties, 
and to such parity with all or any portion of the other costs or expenses of ad- 
ministfation or operation as in the particular case the judge may find equitable 
at the time of authorizing the issuance of such certificates, regardless of whether 
such obligations, charges, costs or expenses, duties, debts, or taxes constitute or 
are secured by liens on real or personal property or shall have become payable 
before or after the issuance of such certificates.” 

Sec. 2. This Act shall take effect immediately upon the date of its approval 
and shall apply to any authorization given by the judge, regardless of whether 
such authorization shall have been given before or shall be given after such date. 
Neither the enactment of this Act nor anything herein contained shall be construed 
as implying that, prior to the date of approval of this Act, the judge was not 
vested with the power which is expressly granted to him by this Act. 

Mr. Lane. The committee will kindly come to order. Subcommit- 
tee No. 4 of the Committee on the Judiciary has before it today for 
hearing H. R. 3751 and H. R. 4693, bills to amend section 77, sub- 
section (¢) (3), of the Bankruptcy Act, as amended. 

Now, as our first witness today, we are honored and pleased to have 
with us a Member of Congress who has been vitally interested in this 
matter for the past few weeks, and has brought his interest to the 
attention of our committee, and we are happy to have him witb us. 

1 would like to present Congressman Leonard W. Hall of New York 
as the first witness. 


STATEMENT OF HON. LEONARD W. HALL, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NEW YORK 


Mr. Haut. Mr. Chairman, first may | express my appreciation to 
you and the members of the committee for bringing on this matter 
so quickly for hearing. I think before the others have finished their 
testimony you will realize that speed is really the essence of the whole 
matter before us. 

I think I should give you just a little background to show the 
necessity for this legislation. 

You will recall that during the vear 1950 we had two major railroad 
accidents on the Long Island Railroad. In those two accidents 111 
people were killed and 658 injured. 

At the time of those accidents the Long Island Railroad was in 
receivership, and -there were two trustees in bankruptcy. 

The second accident naturally aroused the public even more and 
the heads of governments, the mayor of the city of New York, the 
county executive of Nassau County and the chairman of the Board of 
Supervisors in Suffolk County were all tremendously concerned over 
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the Long Island Railroad, and all joined in to see if they could not find 
some answer to what was happening. 

After consultation with the Governor and with the judge in bank- 
ruptcy the two trustees resigned, and Gen. William Draper was pre- 
vailed upon to become trustee, the single trustee of the Long Island 
Railroad. 

He began immediately to investigate the whole situation, and the 
first thing he did was to act on the need for the installation of safety 
devices, 

Naturally, to do that, with the railroad in bankruptcy he had to 
borrow money, and he went to the banks, and that is where we come 
to this legislation. The question involved is the priority lien notes 
in the bank, which notes were used to borrow money to install the 
safety devices which were deemed necessary on the Long Island 
Railroad. 

Now, the chairman spoke about two bills being introduced. Just 
to clear that up I may say that H. R. 3751 was introduced by me 
and it was sent to the LCC and to the Department of Justice for their 
opinions. 

The ICC wanted some changes made. Mr. Draper went to see the 
ICC and had conversations and consultations with Mr. Splawn, and 
the ICC and the Justice Department finally agreed upon what they 
thought the bill should be. 

General Draper approved these changes, and I introduced a clean 
bill, H. R. 4693, the provisions of which are agreed to by everyone. 

Mr. Lane. That bill will take the place of H. R. 3751? 

Mr. Haru. That is what we desire. 

In order to avoid repetition, and to save time I am going to ask you 
to now hear General Draper who will explain the provisions of the 
bill and the urgent necessity for it, and may I thank you for allowing 
us to come before the committee? 

Mr. Lane. Thank vou very much, Congressman Hall. 

Now, we will be glad to hear at this time from Brig. Gen. William 
H. Draper, Jr.. retired, trustee of the Long Island Railroad Co., and 
chairman of the Long Island Transit Authority. 

All right, General Draper, will you be seated, please? 


STATEMENT OF BRIG. GEN. WILLIAM H. DRAPER, JR.:, RETIRED, 
TRUSTEE OF THE LONG ISLAND RAILROAD CO., AND CHAIR- 
MAN OF THE LONG ISLAND TRANSIT AUTHORITY 


General Drarer. Mr. Chairman, and members of the Judiciary 
Committee, it is a privilege and a pleasure to appear before this 
subcommittee in connection with what to me, at least in my respon- 
sibility, is a most important piece of legislation. 

At that time the Governor and the mayor of New York City 
came into the problem and investigated it for the purpose of taking 
some action with respect to the second wreck the day before Thanks- 
giving Day. Within a few days the Governor decided to appoint 
the Long Island Railroad Commission. The chairman of that com- 
mission was Robert Patterson, former Secretary of War, and the 
other members were Commissioner Robert Moses, and Judge Charles 
C. Lockwood. 
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In order to make an immediate investigation of the safety problem 
for the Governor and the State, and in order to suggest some perma- 
nent changes in the Long Island Railroad structure, if possible, that 
commission and the Governor asked me to take the trusteeship of 
this railroad. 

After the other trustees had resigned I agreed to do that and 
approach the problem as primarily one of safety. The only reason 
I was asked to go in, as I understood it, by the Governor and the 
mayor and this commission was with that problem in mind, and so 
almost to the exclusion of other problems I devoted my time to that 
important problem. 

The Long Island Railroad Commission, as well as the Interstate 
Commerce Commission which has legal responsibility throughout the 
country for safety on railroads, and the Public Service Commission, 
which has somewhat similar responsibilities within the State of New 
York, were all making independent investigations of this disaster. 

The problem then resolved itself into one, as I saw it, of trying to 
find a safety program, if one could be found, on which all of these 
regulatory commissions that had somewhat overlapping jurisdiction 
could, if possible, agree. 

The first action that we took was to convert the headlights on each 
of our electric cars by means of a little device in order to put a red 
glass behind the white glass when desired. When the car became the 
rear car of the train, this device enabled the headlight to be turned into 
a red searchlight that showed back for more than a mile on the track 
We converted and put into operation the first lights within a few days, 
and put them on all of the cars within a few weeks. These adjustments 
were made in our own shops, so that every train on the railroad, in- 
cluding some Diesel trains, have such a searchlight, and, in my opinion, 
~t least, if this type of light had been in use, it is quite possible that the 
last accident might not have happened. That was an immediate 
measure to try to do something practical and at the same time visualize 
to the public that something was being done. 

My more long-range program then had to be determined, and I 
came down here to Washington and talked with Commissioner Patter- 
son of the Interstate Commerce Commission, who is in charge of 
safety programs for the Commission. 

He, in a very unusual step, agreed with his experts to come to New 
York if we could arrange a meeting between the Interstate Com- 
merce: Commission representatives, the Public Service Commission 
members and experts, and the Long Island Railroad Commission 
members and experts. 

At my invitation all three commissions agreed to such a meeting, 
at which time the railroad’s safety and signal committee would place 
before this group the program we proposed based on reports and 
recommendations of the three commissions. The meeting would 
then approve and coordinate a specific program. 

The program itself as proposed was one for automatic speed con- 
trol. The purpose of it was to electronically require that no train 
entering a signal block that was already occupied by another train 
could physically go more than 12 miles an hour regardless of what 
action the engineer or the motorman took or did not take. 

This type of installation had been recommended by the Interstate 
Commerce Commission in their report. The Public Service Com- 
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mission had agreed, but had some differences about the parts of the 
railroad that this should apply to. The Long Island Railroad Com- 
mission, while they had not made a formal report, had a committee 
which had been meeting and giving concurrence to our work. 

After these meetings all three commissions agreed on a final pro- 
gram. 

The meeting reconvened the next day in Judge Kennedy's chambers. 
Each of these commissions and their experts explained to the judge 
just what this program was, that they thought and believed it was 
necessary, that they knew of no better program, and that the $6,- 
000,000 which it was estimated it would cost should be spent in the 
interest of the public. 

The judge thereupon called an open hearing, called in the press, 
and in sworn testimony had representatives of all three of the com- 
missions testify to that effeet, as well as the operating people and 
consultants for the railroad itself. The judge thereupon entered an 
order stating that this safety program be installed. 

The problem that then remained was to find the money, the 
$6,000,000, 

As you gentlemen know from releases from the press the Long Island 
Railroad for several years has now been in receivership. During the 
last 3 vears its losses have averaged $5,000,000 a vear, and therefore 
its cash reserves and credit, shall we say, was not of the best, 

I approached the Reconstruction Finance Corporation and talked 
also with leading insurance companies. I approached the people that 
would install the safety devices, all in the direction of trying to obtain 
either credit or loans. 

Finally I was forced to talk with a group of bankers in New York. 
I was forced to do that as a last resort, and I found that they were 
willing under the Jeadership of the First National Bank in the public 
interest, and Lam sure only for that reason, to participate in launching 
a loan in which finally 5 New York banks and 24 Long Island banks 
agreed to participate to provide the $6,000,000 hecessary for this 
purpose in spite of the financial condition of the railroad. 

The banking group, very properly, as I saw it, in view of the con- 
ditions, requested or required as a condition of the loan that the loan 
be given priority over ether debts, and over taxes past, present, and 
future, for the reason that sinee the bar ikruptcy period of a little more 
than 2 years no taxes to New York City or Suffolk County or Nassau 
County or the State of New York have been paid; and if the loan was 
not given such priority the situation might be such that the Joan 
could not be paid if the taxes had to be paid first. 

The legal problem that that presented was considered carefully by 
the trustee’s counsel, Shearman & Sterling & Wright represented here 
by Mr. Golub, my counsel who is with me this morning, and it was 
considered also by the judge. 

The judge then called an open hearing of the court at which all of 
the taxing authorities were present after due notice, and they were 
asked for their comments prior to the judge's entering an order giving 
priority to the loan. The representatives of the various taxing au- 
thorities, while they, naturally, in representing their clients could not 
ask that any other liens be put ahead of their clients’ tax liens, did 
indicate that the public interest required primarily that this safety 
program should certainly be installed in the interest of preventing 
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death or injury on the railroad; and if the judge decided that that 
was true, that in order to accomplish this result that it was necessary 
to give priority over their own tax liens, no objection would be 
entered. That was substantially the testimony of the New York 
State authorities and those of New York City, which was owed the 
largest amount of real-estate taxes, running into millions of dollars, 
and of Suffolk C ounty and Nassau County. I would like to express 
right here my appreciation to those taxing authorities for that broad 
gage point of view. 

The court havi ing had this session, entered an order giving priority 
under the Bankruptey Act for the proposed loan. 

Under the loan agreement it was provided, as is customary, that 
counsel for the banks, before the loan became effective, would give 
an opinion that all steps had been taken in a legal and proper manner 
and that the lien as purporting to be given by the loan ac ‘tually existed. 

The firm of White & Case was counsel for the banking group. They 
requested, after careful study of the Bankruptey Act, that in order to 
clarify and make certain the right of the court to give this prior posi- 
tion to the lien of the loan over taxes that an amendment, if possible, 
be suggested to the Congress so that the National Bankruptey Act 
would clearly provide that this was within the court’s jurisdiction and 
prerogative. 

Certainly Iam not questioning, and neither is my counsel question- 
ing, the right of the court to give such priovity under the present law, 
but counsel for the banks felt that, in the interest of the banks and in 
their own opinion, the matter should be clarified. 

Asa result of that request, this bill has been drafted and introduced. 

It provides briefly that a court, where a sees ‘oad in bankruptey re- 
quires safety devices or safety equipment, may give priority toa safety 
loan where it finds it desirable and necessary in the public interest so 
to do. 

The matter was presented, as vou realize and know, by Congressman 
Hall in the House and by Senator Lehman in the Senate. There is 
no partisanship, of course, ina matter of this kind. Senator Lehman 
and ¢ ongresams in Hall both were very happy, [ understand, to cooper- 
ate in this important matter. 

The bill was, | understand, referred by vour committee, the Judi- 
ciliary Committee, to the Interstate Commerce Commission with 
whom we, of course, had discussed the whole problem and the whole 
situation prior to the introduction of the bill, and also to the Attorney 
General for opinions. 

The Interstate Commerce Commission had only one question, or 
their legislative committee did, and that was that as the bill was 
originally drawn they thought it might possibly be interpreted to put 
the lien of the loan ahead of wages or the purchase of materials for the 
railroad, whieh, under certain conditions, if the situation of the 
railroad deteriorated even more than it has, could serve to stop the 
Ope ration of the railroad. Of course, that had never been intended 
by the banks or counsel, and certainly not by me. We were very 
happy to sit down, as we did, with the legislative committee of the 
Interstate Commerce Commission, Mr. Splawn, Chairman of the 
Commission, Mr. Mahaffie, and the other gentlemen who were there, 
and to agree, as we were able to very easily, on certain language 
changes that made that point clear. It is now previded that the 
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priority of a safety loan over certain administration expenses does not 
necessarily go to items like wages. 

Then, after finding full and sympathetic agreement with this bill, 
as amended, in the Interstate Commerce Commission legislative 
committee, we talked to the Attorney General’s office, which had 
indicated no objection to the bill in its original form, except for one 
or two minor matters of clarification. This change that had been 
suggested by the Interstate Commerce legislative committee was 
entirely agreeable to them. 

Congressman Hall therefore introduced this new bill which, as he 
has indicated, does include the minor changes suggested by the At- 
torney General and this one point suggested by the Interstate Com- 
merce Commission. 

So far as I know, Mr. Chairman, there has been no opposition, and 
I know of none, to this bill. 

I believe either the subcommittee or the full Judiciary Committee 
has received resolutions urging the passage of this legislation from 
the boards of supervisors of Nassau County and Suffolk County, 
whic h are primarily concerned with the operation of the railroad from 

a public point of view, from the presidents of some of the boroughs 
in New York City, from the attorney general of the State of New 
York, from the chairman of the civil defense organization for the 
State of New York, who has pointed out in the letter the vital im- 
portance to any civil defense effort, or to any situation of catastrophe, 
of having the Long Island Railroad service available and on a safe 
operating basis. 

Also resolutions have been passed in favor of the legislation by the 
Long Island Association, by the Women’s Forum of Nassau County, 
and by various trade organizations, including what is perhaps a more 
important consideration, a resolution by the National Bankruptcy 
Conference, which is a group of lawyers representing bar associations 
and various other groups throughout the country which have a general 
interest in a matter that may improperly change the bankruptey 
laws of the country. The National Bankruptcy Conference, after 
a careful study of the matter recommended in a letter which I believe 
vou have before you, or which I can make available to you, that this 
bill was in the public interest and should, in their opinion, have the 
approval of the Congress. 

1 do not know that there are anv other points I need to touch on at 
this time. 

Mr. Lane. General Draper, is this loan still in the process of being 
made? 

General Drarger. Yes, sir. I am glad you asked that question, 
because that is why we greatly appreciate the expedition with which 
this hearing is being held. 

We have until August 15, under the terms of the agreement, io 
provide the banks with the necessary legal opinion and indication of 
completion of the arrangements. So, there is about 1 month within 
which we hope action might be taken. 

Mr. Lane. This bill gives discretion to the court in this respect? 

General Draper. Yes, sir; that is correct. 

Mr. McCutztocn. What is the position taken, if any, by the 
existing lien holders on property of the Long Island Railroad? 
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General Drarer. | should have pointed that out. I explained 
the taxing authorities’ point of view, and they hold the prior liens, 
the first liens, I presume legally. As to other creditors of the railroad, 
there is practically only one, the Pennsylvania Railroad, which owns 
all of the common stock of the railroad, which is owed about 
$55,000,000. The other debts are very minor. 

The Pennsylvania Railroad’s counsel at the hearing | mentioned 
offered no objection at all to this arrangement, and they are, I know, 
in favor of this safety equipment being installed. 

In fact, very good proof of that is the fact that after we announced 
this program of speed control, about a month after, the Pennsylvania 
Railroad itself decided to put in exactly the same system for many 
of its own lines. This same system will go in on the East River 
tunnels, for example, which our trains use, and which the Pennsylvania 
trains also use. So, the two systems will be the same. The creditors 
have no objection to it, [| know. 

Mr. MeCuttocn. Are any of these financial institutions in Greater 
New York or Long Island creditors of the railroad? 

General Drarer. No; I am sure none of them are. They will be 
when they have made the loan. 

Mr. MeCutztoca. Oh, ves; I understand that, certaialy. 

You are satisfied, and those with whom you have talked are satis- 
fied, that this is a proper policy to write into the statutory law of the 
land? 

General Draper. | believe so, sir. I have heard no objection from 
anyone, and it seems to me that under similar circumstances in which 
this legislation could become effective, where a railroad needs safety 
devices or needs equipment for any use for safe operation, that they 
should have a peculiar priority, because nothing can be more impor ant 
to the public titerest than if a railroad is going to run at all then it 
should run with safety. Even from the point of view of the creditors, 
unless the operation runs they cannot hope to ever recoup. 

Mr. MeCunztocn. | wonder if you or your counsel would advise me 
whether or not this direction or decree of the court, providing for 
prior liens, is subject to appeal? 

General Drarrer. I will ask my counsel to answer the question 
more in detail, but Lam advised that after the court order was entered 
there was a period under the law of 30 days for appeal. 

During that period all of the creditors had notice of what action 
had been taken. They had notice by the court that entered the order, 
or had information of the action the court had taken. During that 
30-day period no one took any appeal. 

Mr. McCuttocu. But as a matter of general information there ts, 
of course, an appeal from this direction or decree of the court, be- 
cause we are writing general laws, I take it, which will affect any like 
proceeding. 

General Draper. I would like to have my counsel, if he will, to 
answer that question. 

Mr. Goutus. The order which was entered by Judge Kennedy is 
no longer subject to appeal; the time has run. 

Mr. MeCuntocnu. I am seeking a general answer. 

Mr. Gotus. It would under any circumstances be subject to 
appeal. The Bankruptey Act provides for appeals from all types of 
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orders. It would be appealable in ordinary civil proceedings, and in 
any court it would be under the Bankruptcy Act. 

I may say, in that connection, that the fact that the order has not 
been appealed from does not mean that the need for this legislation 
has disappeared. The difficulty in this situation, which we hope to 
have prevented, is the possibility that future taxing authorities, who 
obviously could not have been given notice of the proceedings before 
Judge Kennedy, might come in and say the order was not valid; that 
the judge did not have the power to and could not bind them, and 
thereby destroy the apparent priority which is given by Judge 
Kennedy’s order. 

Mr. Forresrer. You are very much afraid of that; are you not? 

Mr. Gouvus. That is precisely why we are here. 

Mr. Hitiines. What is the status of the death and injury claims 
resulting out of the latest wreck? 

General Draprer. | would be very glad to explain that situation. 
That is one of the things that Judge Kennedy and all of us have had 
in mind. This loan, of course, has a bearing on it, because it affects 
the cash position of the railroad. 

We have so far paid out on judgments, but mostly on settlements 
only a few cases have gone to actual trial—the sum of nearly 
$3,000,000, and we have settled and put in the course of payment, 
which has not actually been paid, about a million and a quarter more. 
That leaves certainly several million dollars’ more liability which 
has not vet been settled. 

Our situation with respect to insurance is briefly this: We had a 
policy under which, for each single disaster, the railroad had to take 
care of the first $400,000 itself. If the liability ran beyond that, then 
up to the next $1,000,000 would be taken care of by the underwriters. 
Anything above that total of $1,400,000 the railroad again would have 
to take care of. Each of these disasters will run, or has run, beyond 
the $1,400,000 liability. Therefore, the insurance underwriters have 
already paid the railroad $1,000,000 for each of these wrecks, so that 
we have received $2,000,000. 

We have paid out so far $3,000,000, and we are in the process of 
paying out the other $1,125,000 that has been settled. We will be 
paying out on the other cases over the next vear or 18 months, what- 
ever time it takes. These things do not happen overnight, especially 
with so many to handle. lam hopeful that we can continue to pay 
these legal claims. 

Mr. Hituines. Then, if this legislation should be approved, the prior 
lien given to the new creditors would not jeopardize the payment of 
these claims for deaths and injuries? 

General Draper. That is correct. In my discussions with the 
banking group, I made it clear—and they understand-—that the loan 
does not prevent the payment of these claims. 

Mr. Hiturnas. I have one other question which probably should 
be directed to counsel, Mr. Golub. 

As | understand the proposed legislation, the question of granting 
this prior lien or superior lien, whichever way vou designate it, to new 
creditors coming In, in a situation such as this, will rest purely with 
the judge’s discretion? 

Mr. Gotus. That is correct. 
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Mr. Hiturnes. There is not anything in the legislation that would 
tie it down to some kind of superemergency, such as the situation 
with which you are faced? It would rest purely with the judge himself 
and his own particular dictates or directions in confining his actions 
to this legislation? 

Mr. Gotvus. He has just the general direction that he is to do what 
is equitable in the particular circumstances, which I would take it put 
a very substantial injunction upon the exercise of discretion. 

Mr. Hituineés. But there are not statutory limitations? 

Mr. Gotvus. None at all; no, sir. 

Mr. Lane. Is that loan conditional upon the passage of some 
legislation here to protect the banks? 

General Drarer. Not directly, sir, but the effect is the same 
because the agreement provides that the bank must have their 
counsel’s favorable opinion, and their counsel have asked that this 
legislation be passed, if possible, enabling them to give them that 
favorable opinion. 

Mr. Forrester. And the answer of counsel is correct that this loan 
would be based on this legislation. 

General Draper. That is correct. 

If there are no further questions, Mr. Judd, who is counsel for two 
of the counties which are most concerned in the tax problem, Nassau 
County and Suffolk County, is here, and he would be very pleased 
to say a few words to your committee about the matter. 

Mr. Lane. Are there any further questions from the members of 
the committee of General Draper? 

If not, we will be glad to have as the next witness Mr. Orrin G. Judd, 
counsel of the Nassau County Transit Commission. 

General Drarer. Mr. Chairman, I thank the committee for their 
courtesies, 

Mr. Lane. You are very welcome, General. 

The prepared memorandum submitted by General Draper will 
be incorporated in the record at this point. 

(The matter referred to is as follows:) 


Memoranpum Witn Respect tro H. R. 3751 
(Submitted by Brig. Gen. William H. Draper, Jr., retired, trustee) 


This bill proposes to amend subsection (¢) (3) of section 77 of the Bankruptey 
Act. Its purpose is to remove any doubts as to the power of a bankruptey court 
to permit the financing of safety equipment by a railroad in reorganization where 
the necessary funds can be obtained only by granting the lenders a priority over 
various claims against the estate, including State and local tax claims. The exist- 
ence of this power at the present time is not beyond question beeause it is not 
now expressly granted by section 77 (¢) (3). 


THE SCOPE OF THE COURT’S POWER UNDER SECTION 77 (Cc) @) 


The enactment of section 77 in 1933 resulted from the demands of private 
investors and publie authorities alike at a time when, as part of the general busi- 
ness depression, companies operating thousands of miles of railroad lines were 
plunging into involvency. There was a general realization that the delays and 
uncertainties of equity receivership made that procedure completely inadequate 
for the impending task of reorganization. 

Section 77 brought radical changes in reorganization procedure and armed the 
reorganization court with a full sweep of consitutional bankruptcy powers. But 
in many significant respects the substantive content of section 77 depends, often 
expressly, on the rules developed in the equity receivership cases. This is true 
with respect to the whole subject of priority of claims and particularly with respect 
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to the security and priorities which may be accorded to trustees’ certificates issued 
under the following terms of section 77 (e) (3): 

“The judge may, upon not less than 15 days’ notice published in such manner 
and in such newspapers as the judge may in his discretion determine, which notice 
so determined shall be sufficient, for cause shown, and with the approval of the 
Commission, in accordance with section 20 (a) of the Interstate Commerce Act, 
as now or hereafter amended, authorize the trustee or trustees to issue certificates 
for cash, property, or other consideration approved by the judge, for such lawful 
purposes and upon such terms and conditions and with such security and such 
priority in payments over exi-ting obligations, secured or unsecured, or receivership 
charges, as might in an equity receivership be lawful.’ [Italics added.] 

Under a literal interpretation of section 77 (c) (3) as it now exists, the judge 
must apparently find justification in equity receivership precedents for the security 
and priorities granted to trustees’ certificates. Thus, although section 77 has 
clothed the reorganization court with the powers of a court of bankruptcy as 
well as with equity powers, there is a threshold question in the interpretation of 
section 77 (c) (3) of the extent to which the judge is authorized to grant security 
and priorities for which there is no specifie precedent in the decided equity cases. 

This basic question is somewhat complicated by the fact that section 77 (c) (3 
authorizes the granting of priority over only two kinds of claims—‘‘existing 
obligations” and ‘‘receivership charges.’’ Neither term is defined or found else- 
where in the statute and it is therefore difficult to determine what claims they 
encompass. 

THE LONG ISLAND RAILROAD SITUATION 


The situation in which the Long Island Railroad Co. found itself when General 
Draper, the present trustee, was appointed provides an excellent example of the 
difficulty which may result from the uncertainiies of interpretation of section 
77 (ce) (3). Two very serious wrecks occurring less than 1 year apart had made it 
apparent that some radical steps must be taken immediately to make the railroad’s 
operations safer. After an investigation, the Interstate Commerce Commission 
recommended the installation of an automatic speed control system. Other 
public bodies having responsibility in the matter and experts retained by the 
trustee came to the same conclusion. 

Under these circumstances it became necessary for the trustee of an already 
bankrupt company, staggering under the additional weight of death and personal 
injury claims arising out of the wrecks, to devise a method of financing the expendi- 
tures necessary for safety equipment. After considerable negotiations with pri- 
vate and public lending institutions, the trustee was able to obtain an offer from 
a group of banks to lend the $6,000,000 needed for the safety program. The loan 
was to be evidenced by certificates having priority in payment over all obligations 
of the debtor existing at the date of the institution of the reorganization proceed- 
ings, as well as over all State and local taxes accruing during the proceedings. 
The priority over taxes was an indispensable condition of the offer because of the 
financial condition of the railroad. No lender appeared who was willing to extend 
credit without such a priority. 

This offer was accepted by the trustee with the approval of the reorganization 
court. The obligation of the banks to make loans pursuant to their offer is subject 
to certain conditions, including receipt by them of an opinion of eminent counsel 
selected by them that the certificates can validly be given priority over past and 
future taxes. Counsel selected by the banks have indicated that, after preliminary 
study, they have doubts regarding the validity of the subordination of tax claims 
in the manner contemplated by the offer of the banks. Accordingly, they are not 
prepared to give the requisite opinion at the present time. 

The cautious position of counsel for the banks is not unreasonable in view of the 
ambiguities of the language of section 77 (c) (3) and the absence of any decided 
case in which this type of priority has been granted. Nevertheless, it is probable 
that any reorganization court to which the question might be presented would 
hold that it has power under section 77 to make any orders affecting priority which 
are necessary for the safety of passengers. Substantial support for this conclusion 
may be found in several decisions of the Supreme Court of the United States. 

This, in fact, is the position which has been taken by Judge Harold M. Kennedy 
of the United States District Court for the Eastern District of New York, who is 
in charge of the Long Island proceedings. On February 3, 1951, he ruled that, in 
view of the financial and physical condition of the Long Island Railroad, the court 
had power to authorize certificates which would have the priorities required by the 
terms of the offer of the banks, But, since the banks still have the privilege of 
insisting on an opinion of counsel, the trustee will be unable to avail himself of the 
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loan unless the reservations of counsel are removed. This could be accomplished 
if H. R. 3751 is enacted. 
THE EFFECT OF H. R. 3751 

The bill leaves the present provisions of section 77 (c) (3) intact, and adds a 
clarifying sentence. In the class of cases to which it applies, the bill authorizes 
the judge, when he finds it necessary and equitable, to permit the issuance of 
certificates which will have priority over all and any obligations of the debtor 
railroad or the trusteeship. The specific reference to taxes payable to states or 
their subdivisions does not affect the liability of the debtor or the trustees to pay 
such obligations, but simply permits alteration of their priority status where that 
is necessary for the protection of life and limb. 

The sole purpose of the bill is to make clear bevond question the availability 
of section 77 (ec) (3) in an emergeney situation, such as arose in the Long Island 
case, where the ability of a railroad to protect the lives of its passengers depends 
on the power of the bankruptcy court to grant a high order of priority to trustees’ 
certificates. The bill does not restrict the powers of the court under section 77 (c) 
(3) in its present form. 

The bill is applicable to any pending or future proceedings under section 77, 
but only, of course, to such situations as present a need to borrow to provide funds 
for safety equipment. By virtue of section 2 of the bill, the amendment applies 
to orders made before its enactment in reorganization proceedings still pending 
at the time of its enactment. The amendment would thus be merely confirmatory 
of orders in pending proceedings which authorized issuance of certificates with 
priority, but it would not affect final orders denying priority. As far as is known, 
the amendment will not have any present effect on a pending proceeding except 
the Long Island case. 


STATEMENT OF ORRIN G. JUDD, COUNSEL, NASSAU COUNTY 
TRANSIT COMMISSION 


Mr. Jupp. Mr. Chairman, and members of the committee, the 
county of Nassau, and the county of Suffolk, for both of which coun- 
ties I appear, has had a very substantial interest in the Long Island 
Railroad since even before the receivership proceedings, because a 
large proportion of our working population depends upon the Long 
Island Railroad to get back and forth to work in New York, and it is 
for that reason I have come down here to give my personal support to 
this legislation and to answer any questions that the committee may 
have. 

I used to say that there is nothing as stale as yesterday’s headlines, 
and I would just like to remind the committee of the headlines of 
1950 which told about the wreck at Rockville Center in which 23 
commuters were killed and hundreds were injured and of the wreck 
on Thanksgiving Eve in 1950 at Kew Gardens in which 79 com- 
muters, who were mostly residents of Nassau and Suffolk County, 
were killed, and many others were injured, and some of them are still 
in hospitals. It made a cruel Thanksgiving on Long Island. It 
created situations which people have not yet overcome because of 
homes that are still bereaved, people who are still in hospitals, and 
others who still fear that there may be again a very similar sort of 
human error that will lead to other accidents. 

There were careful investigations after both accidents and it de- 
veloped in both instances that if the engineer had observed a signal it 
would have prevented the wreck if it had been obeyed. 

A jury tried one of the engineers for manslaughter. They found he 
had just blacked-out and that it was not his fault. 

By cooperation between the Interstate Commerce Commission and 
the Public Service Commission of the State of New York and the Long 
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Island Railroad Commission appointed by our Governor, and the new 
trustee of the Long Island Railroad, General Draper, it was recom- 
mended that the way to prevent human error and to save the lives of 
commuters was to install automatic speed control systems. 

We have on the Long Island Railroad probably the most congested 
operation during commuting hours of any railroad in the United States. 

On the testimony that was given to the court, and we cannot be sure 
of the safety of the riders without the installation of these automatic 
train control devices which cost some $6,000,000. 

The safety equipment has been ordered, but it has to be paid for, 
but it cannot be paid for unless we can have a valid loun, and we 
cannot be sure ofa valid loan without this legislation which is requested, 

So, on behalf of a county which has received no tax for two and a 
half vears, and which may not receive any more taxes for several 
vears if this legislation passes, | come in to say that we consider the 
lives of our residents who travel on the Long Island Railroad more im- 
portant than the mere collection of taxes. We should to that extent 
add to the power of the bankruptey courts to approve loans to make 
improvements, to borrow the money to complete the installation of 
these safety devices. We would rather see this legislation passed to 
confirm the power of the bankruptey judge to say buy the safety 
equipment for a brankrupt railroad and let the bankers who are pub- 
lic spirited, and who at some risk have advanced money for that 
safety equipment, let them have priority to protect them. 

Mr. Lane. This money is for that purpose only? 

Mr. Jupp. The legislation restricts it to moneys required and ad- 
vanced for the purpose of purchasing safety equipment. 

| think we have a selfish interest in this legislation too because if 
we do not have safety equipment we will never collect these taxes. 

These two accidents which occurred in 1950 have already resulted 
in fixed liabilities of $4,250,000. We cannot tell how many more 
millions of dollars the liability will be, but we cannot see our taxes 
come ahead of the reimbursement of whatever money would be 
recompense to those who were injured, and the families of those 
commuters who were killed in these wrecks. 

If there were to be another financial loss of that sort through acci- 
dents I do not know if the railroad could run, but certainly we could 
not collect our own taxes which are due us. We would be assured if 
this legislation were passed that this loan could be made and that the 
installation of the safety devices can be made. 

I am interested in saving the lives of people on Long Island, but 
I think it may save lives also in Massachusetts, Obio, and other parts 
of the country, where we may have the situation of an important 
commuting railroad faced with bankruptey and unable to provide 
safety devices otherwise. 

Mr. Lane. Are there any questions? Thank you. 

The next witness is Mr. Tracy Voorhees, of the Long Island Transit 
Authority, a member of that group. 


STATEMENT OF HON. TRACY VOORHEES, MEMBER OF THE LONG 
ISLAND TRANSIT AUTHORITY 


Mr. Voornees. If the committee please, my interest in this matter 
is solely because of the fact that [am a citizen who was drafted by the 
Governor of the State of New York to serve on this Long Island Transit 
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Authority. The authority is charged with the responsibility of 
either finding some way to operate this railroad through private enter- 
prise, or if that cannot be done to take it over and operate it as an 
instrumentality of the State thorugh this State-created authority. 

General Draper, who is both trustee in bankruptcy for the railroad 
and chairman of the authority, Mr. George E. Roosevelt and myself 
are citizens serving as members of the authority without compensa- 
tion as a public service. 

The panic which was created by these two railroad wrecks could 
hardly be overstated. Some two and a half million people are served 
by the railroad and the wage earners for a great many of those families 
are dependent on the railroad to get to their work and back home. 

The direct action which was taken end the very brilliant and 
effective work which was done by Major General Draper when he was 
brought in and drafted for this job as trustee resulted in vigorous steps 
to make the safety of the railroad possible. He went ahead and 
ordered the equipment for safetv which evervone recognizes as 
necessary, and which all of the three Commissions concerned, includ- 
ing the Interstate Commerce Commission, have agreed is necessary. 
That is on order. It will soon be ready for delivery. 

It can only be paid for by this loan which was arranged as a matter 
of publie spirit by various banks on Long Island, and some banks in 
New York. But that loan cannot be obtained without the approval 
of counsel as to the priority of the lien. 

1 can hardly overstate the emergency or the necessity of obtaining 
money under that loan so that there may be no interference with the 
prompt establishment of a safe condition on this railroad. 

The fact is that the New York subways operate safely under a very 
close headway, because they have automatic protection. The Long 
Island Railroad has to operate, particularly its service near New 
York City, on very short headways, much shorter than ordinary 
railroads, but it has not had any comparable equipment. 

Mr. Hitiines. What do you mean by short headways, the distances 
between trains? 

Mr. Voorueres. One train right after another, the distance between 
them. 

If this safety equipment cannot be installed a very serious question 
is created as to whether we can continue to run the railroad and 
thereby run the risk of the lives of people who are on it. 

There is only one other thing I am going to speak about besides 
this emergency condition. That is the general legal aspect of this 
legislation. 

Prior to Pearl Harbor I was, or thought I was, a lawyer. At least 
I was a member of the bar practicing in New York, and living in 
Brooklyn. Since that time I have been in different jobs in connection 
with the war, and subsequent to the war in the Defense Department, 
until a year ago when I resigned as Under Secretary of the Army. 
But I have some legal recollections from that dim and distant date 
almost 10 years ago when I was a practicing lawyer. 

Existing legislation, in effect, gives under 77 (b), the power to the 
bankruptcy court to make such orders as could have been made under 
a Federal court’s equity jurisdiction in receivership. We all know 
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how broad that is, and Judge Kennedy believes that he has the 
necessary power. Most of the lawyers, certainly the lawyers for the 
trustee, believe that such power exists to give this priority. If the 
court cannot do this the court is charged with the necessity of operating 
a railroad that is absolutely essential as a public necessity, vet the 
court is without the power to make the railroad safe to operate. Its 
financial condition is too bad to finance this without the priority. 
That ts the reason it is in the bankruptey court. 

This is a condition which, as Mr. Judd pointed out, could occur 
anywhere in a railroad bankruptey. But it happens that there was 
no precedent of another railroad in a similar situation. 

Here is a case where, due to General Draper’s endeavors, and the 
cooperation of the banks and of the various taxing authorities and 
everybody concerned, we have a possible way of financing safet 

It ismy belief that this bill is technically in the nature of confirma- 
tory legislation. It is my opinion that the court has already just as 
broad power as it would have under this bill. But this confirmatory 
legislation is necessary to make the matter clear. 

Surely, if vou have a railroad which has to be run as a matter of 
public necessity, if it is being run by the court because the railroad is 
bankrupt, and if it is unsafe to run it, the court must act in the pub- 
lic interest and find some means by which to protect the lives of the 
people traveling on the railroad instead of jeopardizing them. 

I have had nothing to do previously with this matter myself. | 
have merely come in comparatively recently. I have had nothing to 
do with the arrangements for this loan. [am in no way connected 
with the banks. [am merely a citizen ebarged with this responsi- 
bility for the future and [ can hardly overemphasize the tremendous 
need of this legislation and of having it passed promptly so that there 
is no delay in getting this equipment. 

Speaking as a lawyer, it seems to me that it is not only a piece of 
legislation which can do no harm in making this matter clear, but it 
isa thing which is a perfectly sound piece of legislation clarifying the 
powers of courts having jurisdiction in railroad bankruptcies. It is 
limited so that this priority can only be given where it is necessary for 
the purpose of safety. 

Mr. Lane. Thank vou, Mr. Voorhees. 

Mr. Hituines. LT have just one question, 

is the Long Island Railroad thoroughly electrified, or do you operate 
some of it that is not electrified? 

Mr. Voorneers. [t ts largely electric. 1 
tions of it that are operated by Diesel locomotives, and some sections 
operated by steam locomotives which will soon be replaced by Diesels 
as soon as possible, but it is not entirely electrified. 

Mr. Hinuines. In order to operate this electronic safety device 
you would have to have as your propellant power electricity. 

Mr. Voornerrs. But these are in the congested parts of the railroad 
in New York City, and thes are all electrified. 

Mr. Lane. Thank you, sir. Are there any other questions? 

Now, the next witness is Mr. Charles A. Horsky, representing the 
National Bankruptey Conference. 


here are some Diesel SOC 
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STATEMENT OF CHARLES A. HORSKY, WASHINGTON, D. C., 
REPRESENTING THE NATIONAL BANKRUPTCY CONFERENCE 





Mr. Horsky. Mr. Chairman and gentlemen of the committee, I 
represent the National Bankruptcy Conference. 

I have been asked to appear here on behalf of that conference to 
support this legislation. 

It might be appropriate for me to state, in a word, just what the 
National Bankruptey Conference is, since you may not be familiar 
with it. 

it is a group of perhaps 100 individuals who are associated on sort 
of a quasi-formal basis, representing persons from the American Bar 
Association, the American Bankers’ Association, the National Asso- 
ciation of Referees in Bankruptey, the National Association of Credit 
Men, the American Institute of Accountants, the Commercial Law 
League of America, a group of law-school professors who are profes- 
sors of bankruptey, and a certain number of independent lawyers who 
practice in or are interested in bankruptcy. 

I have here before me a report submitted to the chairman of the 
conference who is Referee Samuel C. Duberstein, of Brooklyn, by the 
Committee of the Bankruptey Conference on Railroad Reorganiza- 
tion, which is composed of Edwin S. 8. Sunderland, of New York, as 
chairman; Alfred Heuston, of New York City; and James L. Homire, 
of St. Louis, Mo., as the other two members. 

This report has also been approved by the executive committee of 
the conference which consists of at least one representative of each 
of the groups I have numed as constituting the conference com- 
mittees. 

With your permission, | will read this report which is about five 
pages long. 

Mr. Lane. The only trouble is at this hour we have already had 
one bell. If vou could brief it down and submit it to us so that the 
committee could have it as part of their record we would appreciate 
at this time. 

Mr. Horsky. [ ean do that very easily, Mr. Chairman, but let me 
read this from the summary first: 

H. R. 3751 and S. 1400, now pending in Congress, are identical 
bills containing a proposed amendment of section 77 (c) (3) of the 
Bankruptey Act dealing with the power of a railroad’s bankruptey 
trustee to issue trustee’s certificates. 

Section 77 (c¢) (3) now provides that trustee’s certificates may be 
issued in the same circumstances and with the same effect as in an 
equity receivership. The amendment will contain as its first sentence 
the existing provision, and then will expand the express statutory 
power to specifically include the issuance of such certificates to finance 
the installation of safety equipment and will authorize the court to 
confer on such certificates priority over all or any other obligations 
of the debtor, including operating and administration expenses and 
State and local taxes. 

Then the report contains this on page 2, which is summarized by 
this sentence: There is no doubt that Congress, in the exercise of its 
constitutional bankruptcy powers may create categories or priorities 
for obligations incurred during or prior to a bankruptcy. <A good 
statement and application of this principle is found in the case of 




















A an 8 





RAILROAD REORGANIZATION 17 


Central Hanover Bank & Trust Company v. Williams (95 F. 2d, 
210 (8th Cir. 1938)), where in upholding the priority given personal 
injury claims by section 77 (n), the court discusses the constitutional 
power of Congress so to act. 

Then it goes ahead by saying the only remaining question is the 
extent to which Congress can go in creating priorities without in- 
fringing upon the constitutional prohibition against deprivation of 
property without due process. <As indicated in Central Hanover 
Bank & Trust Company v. Williams, supra, the determination of this 
question depends upon the application to the facts of the general 
principle that the power to create such priority obligations depends 
upon the extent of the public interest in the continuation of service 
and normal operations even at the risk of displacement of liens. 
Certainly nothing could be more in the public interest than safe 
operation of a railroad, and if the creation of preferred obligations 
essential to the attaining of such safety, there seems to be little reason 
to believe that Congress could not exercise its bankruptcy powers to 
authorize such a preferred class of debt. The draftsmen of the bill 
have very carefully and wisely limited this special preferred class to 
safety equipment obligations, which are so intimately connected with 
continued operation of the property and the public welfare and, there- 
fore, most clearly within the test of the scope of congressional power 
to classify creditors without violating the due process clause. 

The conclusion is: 

It would appear that the proposed amendment to section 77 (ec) (3) 
is a valid exercise of Federal constitutional power. It would further 
appear that it is unobjectionable from a policy standpoint despite 
possible objection that a broader basis for court action than mere 
acquisition of safety equipment might be desirable. On the whole, 
experience in most section 77 reorganization proceedings has shown 
that it is not necessary to classify administration and operating ex- 
penses, since without the cash to pay these no reorganization is pos- 
sible in any event. To expand the proposed amendment to authorize 
in general terms the creation of other preferred obligations within 
the court’s discretion, would probably not serve a useful purpose and 
would afford stronger grounds to anyone objecting to the validity of 
the legislation, since the applicability of the public interest test to 
sustain it would not be so readily apparent. 

Mr. Lane. Where are the offices of the National Bankruptcy 
Conference located? 

Mr. Horsky. It has no office. It is a completely incorporeal 
organization which meets on the annual call of the Chairman any 
place most of the committee members think they can get to. 

Mr. Lang. Thank you very much Mr. Horsky. 

Mr. Horsxy. I should perhaps add that I personally am not an 
expert on this legislation, and 1 am appearing instead of Mr. Sunder- 
land who would like to have come himself, but was unable to get away 
from New York. 

Mr. McCuttocu. I take it from what you have said that it is your 
firm opinion that this bill is in the nature of public interest? 

Mr. Horsxy. Yes. 

Mr. McCuttocn. And any harm that might result from it would 
be more than offset by the public good achieved. 
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Mr. Horsky. I can see no harm that can result from it. It is a very 
decided advantage. 

Mr. MeCuutzocu. That is, speaking of subordinating existing liens 
to liens that may be created after those liens have become fixed? 

Mr. Horsxy. I think in that respect we must necessarily rely on 
the informed discretion of the court which has the entire matter before 
it, and if he believes that this preference should be created, certainly 
he should have the power to create it. 

Mr. MeCuntocu. Do you think that this proposed legislation would 
have a restrictive effect in some instances upon the power of the court? 

Mr. Horsxky. I did not read the footnote which | can read to you 
if you would like to have it read. 

Mr. MeCutztocn. | would be glad to have you read that. 

Mr. Horskxy. The proposed legislation takes great pains to negate 
the mference that the bankruptcy court is without power to create 
such preferred debts in the absence of explicit statutory authorization. 
While this may be a desirable precaution, it should also be comforting 
to the court and the bankruptcy trustee in the Long Island case to 
have congressional approval of the past creation of a special class of 
preferred debt. 

I think that they have been very careful not to create any further 
problems by the passage of this legislation. 

Mr. MeCunuocn. | have read section 2, particularly the last 
sentence, two or three times, but I was wondering, in view of the 
general provisions of the law as it now exists, followed by the long 
provisions which limit funds to certain uses whether or not that 
conceivably could be interpreted as congressional opinion that there- 
tofore it has not existed, notwithstanding the statement that might 
have been made in section 2. 

Mr. Horsky. It is the joint judgment of the committee I represent 
and of the conference itself that that is adequately dealt with by the 
bill. 

Mr. Hinttines. Do you mean any thinking man might be opposed 
to this legislation? 

Mr. Horsxy. I do not, sir. 

Mr. Lane. Are there any further questions? 

Mr. MeCunziocu. I have one more question, Mr. Chairman. 

Would you fear any abuses that might arise from this legislation, 
knowing the history of some bankruptey cases which in the past, at 
least, it has been alleged that creditors and stockholders suffered 
such very great loss? 

Mr. Horsxy. No; I think this legislation is an improvement rather 
than a retrogression. 1 think in the case of a railroad reorganization 
in partic ular, although I think equally in almost any reorganization 
of an existing, going business, a court which is charged by. Congress 
with the responsibility of seeing to it that the reorganization is handled 
equitably and everybody is given as fair treatment as possible under 
the circumstance should have as broad powers subject to direct 
appellate review as Congress can give it. 

I think it should be limited only by the charge that it do equity 
and then there simply remains to go with it to do fuil equity under 
the circumstances. Equity must include safety of the riders on the 
railroads certainly as well as the creditors. 

Mr. Lane. Thank you, Mr. Horsky. 
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Now, will you be kind enough to leave your statement with the 
reporter? 

Mr. Horsky. Yes, sir. 

(The matter referred to is as follows:) 


NATIONAL BANKRUPTCY CONFERENCE 


(Report of Railroad Reorganization Committee re H. R. 3751 and 8. 1400, S2d 
Cong.) 


H. R. 3751 and 8S. 1400, now pending in Congress, are identical bills containing 

proposed amendment of section 77 (c) (3) of the Bankruptey Act dealing with 
the power of a railroad’s bankruptey trustee to issue trustee’s certificates. This 
is really special legislation to cover a particular situation, namely, the Long Island 
Railroad reorganization proceedings, and is intended to assist that carrier’s truste¢ 
in borrowing sufficient funds to pay for the installation of safety devices which the 
public authorities have found necessary for the protection of the riding public. 
Section 77 (c) (3) now provides that trustees’ certificates may be issued in the san 
circumstances and with the same effect as in an equity receivership. The amend 
ment will contain as its first sentence the existing provision, and then will expan 
the express statutory power to specifically include the issuance of such certificates 
to finance the installation of safety equipment and will authorize the court to 
confer on such certificates priority over all or any other obligations of the debtor, 
including operating and administration expenses and State and local taxes 

There is no doubt that Congress, in the exercise of its constitutional bank- 
ruptcy powers, may create categories of priorities for obligations incurred during 
or prior to a bankruptey. <A good stat — ~ and application of this principle is 
found in the ease of Central Hanover Bank & Trust Co. v. Williams (95 F. 2d, 210 
(Sth Cir. 1938)), where, in upholding the | Be Ri given personal injury claims by 
section 77 (n), the court stated (p. 212) 

“We have no doubt that it is gener: ily for Congress to say what items of ex- 
pense connected with or growing out of the operation of the railroad shall have 
priority in bankruptey or reorganization proceedings. That is a necessary inci- 
dent of the power to establish uniform laws of bankruptey and just and orderly 


proceedings in reorganization. To determine whether the power was exceeded it 

the matter involved, the nature of the property of the bondholders claimed to have 

been taken without due process must be considered. Mortgage liens on the 
! 


property and income of railroads have little of substance or vitality independent 
of the operation of the roads, and operation costs life and limb and labor and 
money. The security of the lien cannot be made absolute by any form of words 
in the mortgage. The cost and risk of necessary operation of the railroad always 
are, have been, and will be present and prevent any such absolute security, and all 
the parts are tied up with the burdens and risks of operation: so that the properts 
which bondholders have in the railroad and the a from its operation is 
qualified by the rights of those who contribute the other elements of value in the 


going concern. * 
‘The decisions demonstrate the necessity of allowing some preference in amy 
liquidation and preclude any holding that preferences are generally or neces- 


sarily an unconstitutional taking of the property of the paramount lienors with- 
out due process. The line of adjudications constitutes recognition by the courts 
that Congress, when it made provision for uniform proceedings in bankruptey 
reorganization, had the power to make classification amone creditors, and it 
. ‘aves the burden npry the bondholders here to demonstrate that the classifi- 
ation they complain of is arbitrary. 
* * we think i ‘sane be shown that the mere extension of preferences 
Tray complained of, ache Congress has made bevond but in close analogy to 
those heretofore allowed of necessity by the courts, constitutes an arbitrary or 
confiscatory classification. The classification appears to have been made in 
the field where classification was necessary and well within the le gials itive powers.”’ 
Congress has also already exercised its powers to create priorit in section 64 
of the Bankruptey Act (11 U. 8. C. A. see. 104), which sets up the followi ing order 
of priorities for debts of a bankrupt: (1) Administration expenses, (2) certain 
wages, (3) expenses of unsuccessful arrangements, (4) taxes theretofore owing 
The proposed legislation takes great pains to negative the inference that the bankruptey court is without 
power to create such preferred debts in the absence of explicit statutory authorization. While this may be 
a desirable precaution, it should also be comforting to the court and the bankruptcy trustee in the Long 


Island case to have congressional approval of the past creation of a special class of preferred debt 
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by the bankrupt to the United States or any State or subdivision thereof, and 
(5) certain debts given priority by law. 

There is, then, nothing novel in the concept of a special class of preferred 
obligation, and the only question is whether Congress would impinge on other 
superior rights by the creation of a particular class of preferred claim such as 
State tax claims or other secured creditors. It is to be noted that under section 
64 State tax claims arising prior to the bankruptcy are made subordinate to three 
other classes of claimants, pointing up the fact that the sovereign power of states 
to tax is still subject to the paramount Federal bankruptcy power to classify the 
debts of a bankrupt. On the other hand, it seems well settled that tax claims 
accruing during bankruptcy constitute an administration expense taking 
precedence over nonadministration claimants (5 Collier on Bankruptcy (14th ed.), 
p. 483, and cases there cited). Nevertheless, even though falling in the first 
-ategory of priority, State taxes do not, because of their origin, attain any prioritv 
over other claimants within the same class (3 Collier on Bankruptey (14th ed.), 
p. 1519) and in the event funds are insufficient to mect all debts having first 
priority, the assets are prorated among the claimants of that class without any 
preference for tax claims. See Matter of Englander (39 F. 2d, 931 (D. C. Pa. 
1930)); 3 Collier on Bankruptcy (14th ed.) p. 1519, note 76. Thus, the fact that 
H. R. 3751 and S. 1400 permit the creation of a trustee’s obligation having priority 
over taxes does not of itself cast real doubt on the validity of the legislation. 
Even without the aid of a statute, at least one court has subordinated State tax 
claims to other administration expenses, and surely Congress with the power of 
the Constitution behind it could do likewise. Randolph v. Scranton, M.& B. 
Ry. Co. (10 F. Supp. 699 (D. C. Pa. 1935), aff’d 84 F. 2d, 443 (3d Cir. 1936)). 

The only remaining question is the extent to which Congress can go in creating 
priorities without infringing upon the constitutional prohibition against depriva- 
tion of property without due process. As indicated in Central Hanover Bank & 
Trust Co. v. Williams, supra, the determination of this question depends upon the 
application to the facts of the general principle that the power to create such 
priority obligations depends upon the extent of the public interest in the con- 
tinuation of service and normal operations even at the risk of displacement of 
liens. Certainly nothing could be more in the publie interest than safe operation 
of a railroad, and if the creation of preferred obligations is essential to the attain- 
ing of such safety, there seems little reason to believe that Congress could not 
exercise its bankruptey powers to authorize such a preferred class of debt. The 
draftsmen of the bill have very carefully and wisely limited this special preferred 
class to safety equipment obligations, which are so intimately connected with 
continued operation of the property and the publie welfare and, therefore, most 
clearly within the test of the scope of congressional power to classify creditors 
without violating the due-process clause. 

In conclusion, therefore, it would appear that the proposed amendment to 
section 77 (c) (3) is a valid exercise of Federal constitutional power. It would 
further appear that it is unobjectionable from a policy standpoint despite possible 
objection that a broader basis for court action than mere acquisition of safety 
equipment might be desirable. On the whole, experience in most section 77 
reorganization proceedings has shown that it is not necessary to classify adminis- 
tration and operating expenses, since without the cash to pay these no reorganiza- 
tion is possible in any event. To expand the proposed amendment to authorize 
in general terms the creation of other preferred obligations within the court’s 
discretion, would probabiv not serve a useful purpose and would afford stronger 
grounds to anyone objecting to the validity of the legislation, since the applica- 
bility of the public interest test to sustain it would not be so readily apparent. 

Dated May 2, 1951. 

CoMMITTEE ON RAILROAD REORGANIZATION, 
ALFRED Heuston. 

James L. Homire. 

Epwin 8. 8. SunpERLAND, Chairman. 


Since the writing of this report, consideration has been given to H. R. 4693, 
and the committee finds that H. R. 4693 will not affect the substance of this 
report in any way. 

Dated July 17, 195t. 


ComMMITTEE ON RAILROAD REORGANIZATION, 
ALFRED HEvuSsTON. 

James L. Homire. 

Epwin 8. 8S. SUNDERLAND, Chairman. 
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The foregoing report of the Committee on Railroad Reorganization has been 
approved by the executive committee of the National Bankruptcy Conference. 
Pursuant to that approval, the Committee on Railroad Reorganization of the 
National Bankruptcy Conference has been authorized to appear before the 
appropriate congressional committee and to sponsor the legislation hereinabove 
referred to through a member of the Committee on Railroad Reorganization or its 
designee. Due to the inability of any member of the committee to reach Wash- 
irgton at this time, Mr. Charles A. Horsky has been designated to represent the 
Committee on Railroad Reorganization by and with the approva! of the Honorable 
Samuel C. Duberstein, chairman of the National Bankruptcy Conference. 

Dated July 17, 1951. 

COMMITTEE ON RAILROAD REORGANIZATION, 
ALFRED HEUSTON. 

James L. Homire. 

Epwin 38. 8. SUNDERLAND, Chairman. 





INTERSTATE COMMERCE COMMISSION, 
Washington, May 28, 1951. 
Hon. EMANUEL CELLER, 
Chairjan, Committee on the Judiciary, 
House of Representatives, Washington, D. C. 

My Dear CHatrMAN CELLER: Your letter of April 26, 1951, addressed to the 
Chairman of the Commission and requesting an expression of views on H. R. 
3751, introduced by Congressman Leonard W. Hall, to amend section 77, sub- 
section (c) (3), of the Bankruptcy Act, as amended, has been referred to our 
Legislative Committee. After careful consideration by that Committee I am 
authorized to submit the following comments in its behalf: 

Subsection (c) (3) now empowers judges in proceedings under section 77 to 
authorize trustees ‘‘to issue certificates for cash, property, or other consideration 
approved by the judge, for such lawful purposes and upon such terms and condi- 
tions and with such security and such priority in payments over existing obliga- 
tions, secured or unsecured, or receivership charges, as might in an equity receiver- 
ship be lawful.’”’ We understand that the trustee of the Long Island Railroad 
desires to issue such certificates in the amount of $6,000,000 to finance the acqui- 
sition of safety equipment designed to prevent accidents such as those which 
occurred on this railroad some time ago, and that securing such a loan will be 
facilitated if the certificates therefor can be given priority over tax liens and 
taxes levied on the railroad property in the future. 

Accordingly it is proposed in H. R. 3751 to add a sentence to subsection (ce) (3) 
which would permit such priority “‘where such certificates are authorized to pro- 
vide funds to pay for the acquisition, assembly, or installation of safety equipment 
or materials related thereto, or for the purpose of reimbursing the trustee or trust- 
ees for funds so expended.’ In our opinion this objective is desirable. However, 
the sentence proposed to be added provides for priority not only over taxes but 
also over “‘all or any portion of the costs, or expenses of administration or opera- 
tion.’ This apparently would make the obligation of the certificates superior 
to payments for wages, supplies, and other expenses necessary to the operation 
of the railroad, and such a broad priority seems clearly objectionable. We 
therefore recommend that the bill be amended by deleting from lines 16 and 17 
of page 2 the words ‘‘and all or any portion of the costs or expenses of administra- 
tion or operation” and from line 22 on the same page the words ‘‘costs or expenses.”’ 

In lines 10 and 11 of page 1 of the bill there is a reference to section 20 (a) of the 
Interstate Commerce Act. This repeats an inadvertent error of draftsmanship 
which occurred at the time of original enactment of subsection (¢) (3). The 
reference should have been to section 20a. We therefore recommend that ‘‘20 
(a)? in line 11 be changed to ‘‘20a.””) We point out also that in line 6 of page 2 
there is no comma between the words “charges”’ and ‘‘as’’, contrary to the pune- 
tuation of the present subsection (¢) (3). 

If the amendments above suggested are made, we recommend that H. R. 3751 

ss 


Respectfully submitted. : 
Water M. W. Spiawn, 


Chairman, Legislative Committee. 
CHartes D. MAnarrFie, 
Joun L. Rocers. 





RAILROAD REORGANIZATION 


. 
DEPARTMENT OF JUSTICE, 
Orrick oF THE Deputy GENERAL, 
Washington, June 19, 1951. 





Hon. EMANUEL CELLER, 
Chairman, Committee on the Judiciary, 
House of Representatives, Washington, D. C. 

My Dear Mr. CuHarrMan: This is in response to your request for the views of 
the Department of Justice concerning the bill (H. R. 3751), to amend section 77, 
subsection (c) (3), of the Bankruptcy Act, as amended. 

Section 77, subsection (ec) (8) of the Bankruptey Act, as amended (11 U.S. C. 
205 (c) (3)), now provides that the judge, for cause shown, upon the giving of the 
required notice, and with the approval of the Interstate Commerce Commission, 
may authorize the trustee in bankruptey to issue certificates for cash, property, or 
other consideration approved by the judge, for such lawful purposes and upon such 
terms and conditions and with such security and such priority in payments over 
existing obligations, secured or unsecured, or receivership charges as might in an 
equity receivership be lawful. 

The first part of section | of the bill substantially follows the wording of the 
present subsection (¢) (3), but new provisions are added authorizing the judge to 
direct that any certificates issued to provide funds for the acquisition, assembly, or 
installation of safety equipment or related materials, or for the purpose of reim- 
bursing the trustee for funds so expended shall have such lien on the property of 
the debtor and be entitled to such priority in payment over existing obligations, 
secured or unsecured, receivership charges, costs or expenses of administration or 
operation, including debts or taxcs payable to any State or to any subdivision or 
instrumentality thereof as the judge may find equitable regardless of whether such 
obligations are secured by liens on real and personal property or whether they 
become pavable before or after the issuance of such certificates. 

The scope of the court's power to provide for priorities under the present 


subsection (¢) (3) is limited by the phrase, “with * * * such priority in 
payments over existing obligations, secured or utsecured, or receivership charges 
as might in an equity receivership be lawful.’ Under this provision express 


authority to grant priority to the certificates is given only with reference to 
existing obligations and receivership charges. The proposed new portion, which 
authorizes the granting of priority for certificates that may be issued to pay for 
safety equipment, extends the priority for such certificates over any or all of the 
expenses of administration or operation, including duties, debts, or taxes payable 
to a State, its subdivisions or instrumentailities. 

There is some question as to the need for this proposed extension of the court’s 
power to authorize a priority in this narrow field. This is because the purchasing 
of necessary safety equipment is an expense of operation that must be met if a 
railroad is to be kept in operation-——and railroads must be kept in operation. 
The courts therefore recognize that in railroad receivership cases operating ex- 
penses by implication have the highest priority. In Reconstruction Finance 
Corporation v. M. K, Ter. R. Ce. (122 F. (2d) 3825 (C. C. A. 8)), the court held 
that certificates of indebtedness issued by a trustee to the RFC in a railroad 
receivership case under a court order making them prior to outstanding mort- 
gages, bonds, and interest and all other obligations cf every nature, were never- 
theless inferior to the operating expenses. The court said (p. 331): 

“The conclusion ought not to be indulged unless inexorably compelled by the 
language of the order and the conditions under which it was made, that the eourt 
was intending to fetter and perhaps render wholly impossible, the continued 
operation of the railroad, by an impotence to make acceptable provisions for 
necessary future expenses.” 

The courts probably would take an analogous position in construing the limita- 
tion imposed by the present subsection (¢) (3) and hold that in spite of the express 
limitation of priorities to those over existing obligations and receivership charges, 
certificates given to pay for safety equipment could by implication be given 
priority over such items as duties, debts, or taxes payable to a State and perhaps 
over other operating expenses. However, since no court has passed upon the 
matter, the scope of a court’s power to grant priority under the present subsection 
(ec) (3) is uncertain, 

The power of the court to grant security and priority to the trustees’ certificates 
is in the present subsection (c) (3) limited by the phrase ‘‘as might in an equity 
receivership be lawful.’’ The corresponding limitation in the proposed new 
provision of the bill reads, ‘‘as in the particular case the judge may find equitable 
at the time of authorizing the issuance of such certificates.’’ It is believed that 
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priority of the character provided for in the proposed new provision could be 
granted under either limitation. 

The effect of the bill would be to make certain that in a reorganization pro- 
ceeding under section 77 of the Bankruptcy Act the judge would have the power to 
direct that, where certificates are authorized for the special purpose of providing 
funds for the installation of safety equipment or related materials or for reim- 
bursing the trustee for funds so expended, such certificates shall have priority, not 
only over existing obligations and receivership charges (as provided in the present 
subsection (¢) (3)), but over all or any portion of the costs or expenses of adminis- 
tration or operation, including duties, debts, or taxes in favor of a State or its 
subdivisions or instrumentalities. 

Section 2 of the bill specifies when the legislation shall take effect and makes it 
applicable to any authorization of certificates given by the judge before the date 
of approval of the measure. Section 2 further provides that neither the enactment 
of the measure nor anything contained therein shall imply that a judge is not now 
vested with the power the act expressly grants to him. 

The words “or during proceedings under this section or before,’ in line 1 of 
page 3 of the bill would appear to be surplusage and it is suggested that they be 
deleted. 

Whether the bill should be enacted involves a question of policy concerning 
which this Department prefers not to make any recommendation. 

The Director of the Bureau of the Budget has advised that there is no objection 
to the submission of this report. 

Yours sincerely, 
Peyton Forp, 
De puly Attorney General. 

Mr. Lane. We thank the various witnesses very much for coming 
here and testifying before the committee today. 

Mr. Horsky. Yes, sir. 

(Thereupon, at 11:15 a. m. the subcommittee adjourned subject 
to the call of the Chair.) 
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